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Montana State Lottery 
INTRODUCTION AND BACKGROUND 

F June 30,2006 

\ C 

INTRODUCTION 

The purpose of our contract with the State of Montana and Montana State Lottery was to conduct a financial- 
compliance audit of the Montana State Lottery's financial statements and issue an opinion on such. The scope of 
our services is defined in our contract with the Office of the Legislative Auditor, dated June 20, 2006, and as 
supplemented by certain requirements included in the bidder information. 

As a result of our audit, we have also issued a report on compliance and on internal control structure over financial 
reporting based on our audit of the financial statements performed in accordance with Government Auditing 
Standards. 

BACKGROUND 

The Montana State Lottery was created in November 1986 by a referendum vote of the people of Montana. The 
"Montana State Lottery Act of 1985" appears as Chapter 669 of the Montana Session Laws and Title 23, 
Chapter 7, of the Montana Code Annotated. The general purpose is to allow lottery games in which players 
purchase from the State, through the administration of the Montana State Lottery, a chance to win a prize. 
Disposition of revenue is a minimum of 45 percent for prizes and a maximum of 10 percent for commission to 
sales agents. The Montana State Lottery is required to transfer its net revenue to the Montana State General Fund. 
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To the Commissioners 
Montana State Lottery 
Helena, Montana 

We have audited the accompanying financial statements of the Montana State Lottery (the Lottery), an enterprise 
fund of the State of Montana, as of and for the years ended June 30, 2006 and 2005, as listed in the table of 
contents. These financial statements are the responsibility of the Lottery's management. Our responsibility is to 
express an opinion on these financial statements based on our audits. 

We conducted our audits in accordance with auditing standards generally accepted in the United States of America 
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the 
Comptroller General of the United States. Those standards require that we plan and perform the audits to obtain 
reasonable assurance about whether the financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit 
also includes assessing the accounting principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for 
our opinion. 

As discussed in Note A, the financial statements present only the Lottery and are not intended to present the 
financial position of the State of Montana and the results of its operations and cash flows of its proprietary fund 
types in conformity with accounting principles generally accepted in the United States of America. 

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial 
position of the Lottery, an enterprise fund of the State of Montana, as of June 30,2006 and 2005, and the results 
of its operations and its cash flows for the years then ended in conformity with accounting principles generally 
accepted in the United States of America. 

In accordance with Government Auditing Standards, we have also issued a report dated September 8,2006 on our 
consideration of the Lottery's intemal control over financial reporting and our tests of its compliance with certain 
provisions of laws, regulations, contracts and grant agreements, and other matters. The purpose of that report is to 
describe the scope of our testing of intemal control over financial repomng and compliance and the results of that 
testing, and not to provide an opinion on internal control over financial reporting or on compliance. That report is 
an integral part of an audit performed in accordance with Government Auditing Standards and should be 
considered in assessing the results of our audit. 

RSM McGladrey Network 
A n I ~ t l y O w r e d r n  

Billings Bozeman . Havre . Helena Missoula . Idaho Falls 



To the Commissioners 
- Montana State Lottery 

The Management's Discussion and Analysis on pages 6 through 9 are not a required part of the basic financial 
statements but are supplementary information required by the accounting principles generally accepted in the 
United States of America. We have applied certain limited procedures, which consisted principally of inquiries of 
management regarding the methods of measurement and presentation of the supplementary information. 
However, we did not audit the information and express no opinion on it. 

GALUSHA, HIGGINS AND GALUSHA, PC 
Certified Public Accountants and Advisors 

Helena, Montana 
September 8,2006 



MANAGEMENT'S DISCUSSION AND ANALYSIS 

The following Management Discussion and Analysis of the Montana State Lottery's (Lottery) activities and 
financial performance provides the reader with an introduction to and overview of the financial statements for the 
fiscal years ended June 30,2006 and 2005. We encourage readers to consider this information in conjunction 
with the financial statements, which directly follow. 

FY 2006 HIGHLIGHTS 

During the past year, the Lottery completed a major conversion to a new gaming system operator. Intralot, USA 
came on line March 3 1,2006 as scheduled. This company provides the equipment and communications system 
that tracks and controls all aspects of the Lottery's sales, ticket validations, and winner payments, including the 
terminals located at our retailer locations. The Lottery was successful in negotiating this new contract, which 
required all new equipment, at a substantially reduced cost. The contract provides for payment to Intralot at 5.8% 
of net sales compared to 8.35% to the previous contractor. 

In fiscal 2006, the Lottery's revenues reached a new high of $39.9 million. This resulted in a transfer to the 
General Fund of slightly more than $9.1 million, the largest in the last ten years. 

OVERVIEW OF THE FINANCIAL STATEMENTS 

The Lottery is classified as a special-purpose government fund engaged only in business-type activities. 
Accordingly, the Lottery operates in much the same manner as commercial enterprises using the full accrual 
method of accounting in accordance with accounting principles generally accepted in the United States of 
America. The basic financial statements consist of two components: 

Three Fund Financial Statements: a Statement ofNet Assets, a Statement of Revenues, Expenses, and Changes in 
Fund Net Assets, and a Statement of Cash Flows; and Notes to the Financial Statements. 

The Statement of Net Assets provides information about the nature and amounts included in both short-term and 
long-term assets and liabilities at the end of the year. Long-term fixed assets are capitalized and depreciated over 
their useful lives. Because the Lottery is required to transfer all "profits," or the excess of assets over liabilities, to 
the State's General Fund, its "net assets" will always be zero. 

The Statement of Revenues, Expenses, and Changes in Fund Net Assets includes all of the current years' revenues 
and expenses. Revenues are recognized when earned and become measurable, not when they are received. 
Expenses are recognized when incurred, not when paid. This statement measures the success of the Lottery's 
operations over the past two years and details the totai amount transferred to the General Fund. 

The final statement is the Statement of Cash Flows. The primary purpose is to provide information about the cash 
receipts and payments during the reporting period. The statement also reports changes in cash resulting from 
operations, investing and financial activities, and provides answers to questions such as where cash came from and 
what cash was used for. 

Continued 
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MANAGEMENT'S DISCUSSION AND ANALYSIS 

NET ASSETS 

The table below presents a summary of the Lottery's Statement of Net Assets. 

Condensed Statements of Net Assets 
as of June 30 

Dollar Percentage 
2006 2005 Change Change 

Current Assets $4,724,396 $2,821,842 $1,902,554 67.4% 
Capital Assets (Net of Depreciation) 125,608 867,271 (741,663) -85.5% 
Other Assets 1,394,278 1,326,136 68,142 5.1% 

Total Assets $6,244,282 $5,015,249 $1,229,033 24.5% 

Current Liabilities $4,922,739 $3,694,345 $1,228,394 33.3% 
Long-Term Liabilities 1,32 1,543 1,320,904 639 0.0% 

Total Liabilities $6,244,282 $5,015,249 $1,229,033 24.5% 

Invested in Capital Assets, 
Net of Related Debt $ 125,608 $ 867,271 $(741,663) -85.5% 

Unrestricted Net Assets (125,608) (867,271) 741,663 -85.5% 
TOTAL FUND NET ASSETS $ 0 $ 0 $ 0 0% 

The change in Current Assets is due to a $2 million increase in Cash and Cash Equivalents. Since the Lottery 
completed payments on its Long Term Debt in late 2004, the Lottery has been able to build our cash position. The 
$740 thousand decrease in net Capital Assets is due to depreciation on the previous lottery operating system and 
amortization of the software associated with that system. 

The major change in Current Liabilities is a $1.2 million increase in the amount due to the General Fund as a 
result of operations. Total Long-Term Liabilities remained unchanged. 

The category, Invested in Capital Assets, Net of Related Debt, consists of capital assets less accumulated 
depreciation, amortization and the outstanding balance on the debt related to the purchase of these assets, if any. 
Since the Lottery is required to transfer the total results of operations to the General Fund, the Net Assets should 
always be $ - 0 - and the Unrestricted category is just a balancing figure. This figure can be used to measure asset 
liquidity and demonstrates where and if the Lottery's funds are obligated. 

Continued 



OPERATIONS AND CHANGES IN NET ASSETS 

The table below presents a summary of the Lottery's Operations for the last two years. 

Condensed Statements of Revenues, Expenses, & Changes in Fund Net Assets 
For the Years Ended June 30, 

Dollar Percentage 
2006 2005 Change Change 

Operating Revenues $ 39,928,912 $ 33,842,650 $ 6,086,262 18.0% 
Ticket Costs (27,009,013) (23,358,777) (3,650,236) 15.6% 

Net Operating Revenue $ 12,919,899 $ 10,483,873 $ 2,436,026 23.2% 

Operating Expenses (4,009,362) (4,321,626) 3 12,264 -7.2% 
Net Operating Income $ 8,910,537 $ 6,162,247 $ 2,748,290 44.6% 

Non-Operating Income/(Expense) 199,918 60,308 139,610 23 1.5% 
Income before Transfer $ 9,110,455 $ 6,222,555 $ 2,887,900 46.4% 

Transfer to General Fund $ 9,110,455 $ 6,222,555 $ 2,887,900 46.4% 

Change in Net Assets $ 0 $ 0 $ 0 0% 

Powerball sales were up $5 million for fiscal year 2006 because ofmultiple large jackpot runs, the result of a game 
matrix change completed in August. Montana Cash, Wild Card II and Scratch tickets experienced modest 
increases in sales, while Hot Lotto and Qwik Tix decreased slightly. Direct Game Costs, which include prizes, 
operator fees, retailer commissions and scratch ticket printing, are directly related to sales and therefore, also show 
an increase. 

Total Operating Expenses decreased 7.2%. Individual expense categories varied somewhat with both increases 
and decreases. Specific categories with changes of note were Contracted Services, Personal Services, and 
Depreciation and Amortization. The Lottery made a one-time payment of $76 thousand to Batelle in FY 2005 
under a contract to evaluate the current operating system preparatory to soliciting bids for anew system. Personal 
Services increased by $164 thousand in FY 2006 due to a Legislative 3.5% increase of all salaries and full 
employee staffing. Depreciation and Amortization decreased $279 thousand because the old operating system was 
retired with the change in contractor. Since it was fully costed out in March, only nine months of depreciation and 
amortization expense remain in FY 2006. 

The income from Non-Operating activities increased from the previous year. This category includes interest 
received from investments and gains or losses on the sale of non-current assets. Due to the Lottery's improvement 
in cash position the interest received on investments increased by $138 thousand; changes due to the sale of non- 
current assets was negligible. 

The increase in sales and slight decrease in operating expenses resulted in the Lottery transferring over $9.1 
million to the General Fund. 

Continued 



MANAGEMENT'S DISCUSSION AND ANALYSIS 

CAPITAL ASSETS and DEBT ADMINISTRATION 

The Lottery follows the State's policy of capitalizing long-term assets with an historical value of $5,000 or more. 
In FY 2005 and the first nine months of FY 2006, the Lottery's capital assets were divided into three categories: 1) 
a fleet of vehicles used by the sales staff, 2) office or computer equipment, and 3) the lottery operating system, 
which tracked and controlled the sale of all Lottery products, validation of winning tickets, and payments to 
winners. The operating system consisted of centralized computer equipment and operating software located in 
Helena and included all of the terminals located at retail locations. With the new operating contract, which began 
as of March 3 1,2006, the Lottery no longer owns the equipment and software; instead, it is provided by Intralot as 
part of their contract. 

Capital assets are depreciated using the straight-line method over the appropriate estimated useful life, ranging 
from three to seven years. 

In FY 2006, the Lottery purchased two replacement vehicles for $42,256 and an office server for $6,859. 

The Lottery currently has no debt-related commitments. 

LOOKING AHEAD 

The Lottery's goal is to maximize revenue for the State's programs while maintaining the public trust in lottery 
gaming. This requires offering games that Lottery players want to play, providing convenient locations for the 
purchase, and controlling operating expenses. 

The Lottery begins new scratch games on a regular basis. In fiscal year 2006, 33 games featuring different 
graphics, play styles, and prizes levels were placed at our retailer sales locations. Approximatelythe same number 
of new games will be presented in fiscal 2006. In August 2006 the Lottery introduced a new concept in scratch 
tickets called a Family of Games. These are four related games selling for $1, $2, $5 and $10, all with similar 
graphics and play styles. The Lottery plans to continue building scratch sales through innovative game themes and 
product advertising. 

The Lottery will continue to look for opportunities to meet the expectations of our players for new and interesting 
games. We also will continue our efforts to increase the number of retail outlets throughout the state with new 
terminal placements. 

Exceptional increases in lotto revenue are usually the result of higher jackpots; however, such jackpots cannot be 
predicted nor depended upon to occur at any specific time. Therefore, omitting the possibility of a record jackpot, 
the Lottery projects that the transfer to the General Fund in FY 2007 will be approximately $9 million. 

CONTACTING THE LOTTERY'S FINANCIAL MANAGEMENT 

This financial report is designed to provide a general overview of the Lottery's finances for all of Montana's 
citizens, taxpayers, players and creditors, and to report on the Lottery's accountability for its funds. Questions 
concerning any of the information provided in this report or requests for additional information should be 
addressed to: Montana Lottery, 2525 N. Montana Avenue, Helena, MT 59604. 

Concluded 
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Montana State Lottery 

STATEMENTS OF FUND NET ASSETS 
June 30, 

CURRENT ASSETS 
Cash and cash equivalents 
Accounts receivable, net of allowance 
Due from primary government 
Due from component units 
Inventory 
Collateral securities on loan 
Other current assets 

Total current assets 

FURNITURE AND EQUIPMENT 
Furniture and equipment 
Accumulated depreciation 

Total furniture and equipment 

INTANGIBLE ASSETS 
Software, net of accumulated amortization 

OTHER ASSETS 
MUSL Prize Reserve fund 

TOTAL ASSETS 

ASSETS 

LIABILITIES AND FUND NET ASSETS 
CURRENT LLABILITIES 

Accounts payable $ 298,499 
Estimated prize liability 1,565,401 
Liability for securities on loan 33,830 
Transfer obligations to general fund 2,709,470 
Due to primary government 6,602 
Due to component units - 
Deferred revenue 203,786 
Current portion of accrued compensated absences 105,151 

Total current liabilities 4,922,739 

LONG-TERM LIABILITIES 
MUSL prize liability 
Long-term portion of accrued compensated absences 

Total long-term liabilities 
TOTAL LIABILITIES 

COMMITMENTS AND CONTINGENCIES - 
FUND NET ASSETS 

Invested in capital assets, net of related debt 125,608 
Unrestricted fund net assets (125,608) 

TOTAL FUND NET ASSETS - 
TOTAL LIABILITIES AND FUND NET ASSETS $ 6,244,282 

The accompanying notes are an integral part of these financial statements. 



Montana State Lottery 
STATEMENTS OF REVENUES, EXPENSES AND 

CHANGES IN FUND NET ASSETS 
for theyears ended June 30, 

OPERATING REVENUES 
Scratch ticket games 
Terminal ticket games 
Miscellaneous 

Total operating revenues 

DIRECT GAME COSTS 
Scratch ticket prize expense 
Terminal ticket prize expense 
Retailer commission 
Gaming vendor fees 
Cost of tickets sold 

Total direct game costs 
Income before operating expenses 

OPERATING EXPENSES 
Advertising 
Advertising production 
Communications 
Audit fees 
Contractual services 
Depreciation and amortization 
Management fees 
MUSL operating fees 
Other 
Public relations 
Personal services 
Repairs and maintenance 
Supplies and materials 
Utilities and rent 
Travel 

Total operating expenses 
OPERATING NET INCOME 

Continued 
The accompanying notes are an integral part of these financial statements. 



Montana State Lottery 
STATEMENTS OF REVENUES, EXPENSES AND 

CHANGES IN FUND NET ASSETS 
for theyears ended June 30, 

NON-OPERATING REVENUES (EXPENSES) 
Interest income 
Securities on loan income 
Securities on loan expense 
Loss on disposal of furniture and equipment 

Total non-operating net income 
INCOME BEFORE TRANSFERS 

TRANSFERS OUT 
General fund 

Total transfers out 

Fund net assets, beginning of year 

Fund net assets, end of year 

Concluded 
The accompanying notes are an integral part of these financial statements. 



Montana State Lottery 
STATEMENTS OF CASH FLOWS 

for theyears ended June 30, 

CASH FLOWS FROM OPERATING ACTIVITIES 
Cash received from sales 
Cash paid to suppliers for goods and services 
Cash paid to employees 
Cash paid for prizes 

Net cash provided by operating activities 

CASH FLOWS FROM INVESTING ACTIVITIES 
Interest and dividend income 

Net cash provided by investing activities 

CASH FLOWS FROM NON-CAPITAL FINANCING ACTIVITIES 
Transfers out: 

General fund (7,927,224) 
Net cash used by non-capital financing activities (7,927,224) 

CASH FLOWS FROM CAPITAL AND RELATED FINANCING ACTIVITIES 
Purchase of fixed assets (49,115) 
Proceeds from sale of fixed assets 

Net cash used by capital and related financing activities (49,115) 
NET INCREASE IN CASH AND CASH EQUIVALENTS 2,016,006 

Cash and cash equivalents, beginning of year 
Cash and cash equivalents, end of year 

RECONCILIATION OF OPERATING INCOME TO NET CASH 
PROVIDED BY OPERATING ACTIVITIES 

Operating income 
Adjustments to reconcile operating income to net cash 

provided by operating activities: 
Depreciation and amortization 
Changes in assets and liabilities: 

(Increase) decrease in: 
Accounts receivable 
Due from primary government 
Due from component units 
Inventory 
Collateral securities on loan 
Other current assets 
Long-term receivable 
Interest receivable included in long-tan receivable 

Increase (decrease) in: 
Accounts payable 
Lottery prizes payable 
Liability for securities on loan 
Deferred revenue 
Property held in trust 
Due to primary government 
Due to component units 
Compensated absences payable 

Net cash provided by operating activities 

The accompanying notes are an integral part of these financial statements. 



Montana State Lottery 

NOTES TO THE FINANCIAL STATEMENTS 
June 30,2006 and 2005 

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

Organization - The Montana State Lottery (hereafter referred to as the Lottery) was created in 
November 1986 by a referendum vote of the people of Montana. 

Section 23-7-1 0 1, Montana Code Annotated (MCA) establishes the provision of the code under which 
the Lottery operates. The Lottery is overseen by a five-member commission consisting of Montana 
residents appointed by the Governor. The Commission, by law, has the power to operate a state 
lottery, determine the type and forms of lottery games, set ticket prices, determine the number and size 
of prizes, conduct lottery drawings, enter into agreements to offer lottery games with other states, and 
prepare financial reports. The Lottery is attached to the Department of Administration for 
administrative purposes. 

Disposition of revenue is a minimum of 45 percent for prizes and a maximum of 10 percent for 
commission to sales agents. The remaining revenue, less expenses, is transferred to the Montana State 
General Fund. 

Reporting Entity - The Lottery is included in the State of Montana's financial statements as an 
enterprise fund. In accordance with governmental accounting and financial reporting standards, there 
are no component units to be included within the Lottery's financial statements as a reporting agency. 

Basis of Accounting - The Lottery utilizes the accrual basis of accounting and is classified as an 
enterprise fund of the governmental proprietary fund type. Enterprise funds account for operations 
similar to private business enterprises where the intent of the Legislature is that costs are to be 
financed or recovered primarily through user charges, or where the Legislature has decided that 
periodic determination of revenue earned, expenses incurred or net income is appropriate. 

Revenue Recognition - Sales of scratch lottery tickets are made to licensed retailers who market the 
tickets to the public on a commission basis. Revenue is recognized when tickets are activated by 
retailers. Tickets activated, but not sold by retailers, may be returned for credit. Sales are reduced for 
estimated ticket returns. 

Sales of lotto tickets, Powerball, Wild Card, Hot Lotto and Montana Cash, are made through licensed 
retailers who market the tickets on a commission basis using computerized terminals. Revenue is 
recognized on drawing dates. Tickets sold in advance of future drawing dates are recorded as 
deferred revenue until the ticket becomes valid for a drawing. Qwik Tix revenue is recognized at the 
time of the sale by the retailer through the terminal. 

Cash and Cash Equivalents - Cash and cash equivalents consist of interest-bearing deposits with the 
Montana Board of Investments short-term investments pool, cash deposited with banks and cash on 
deposit with the Montana State Treasurer that is part of the State's pooled cash and is not separately 
identifiable as to specific types of securities. These funds are highly liquid and may be drawn on 
daily. 

Allowance for Uncollectible Accounts - The Lottery uses the allowance method to account for 
uncollectible receivables. The allowance is based on management's estimate of possible bad debts. 

Advertising Costs - Advertising costs are expensed as incurred. 

Continued 



Montana State Lottery 

NOTES TO THE FINANCIAL STATEMENTS 
June 30,2006 and 2005 

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, continued 

Allowance for Returned Tickets - The Lottery's policy is to accept any unplayed scratch ticket from a 
retailer for credit without regard to when the ticket or pack of tickets was activated. Therefore, an 
allowance to recognize the possibility of returns is calculated at the end of each fiscal year. 

Inventory - Inventory consists of tickets and supplies. Ticket inventory includes scratch lottery tickets 
that are carried at cost using the specific identification method. Tickets are charged to cost of sales 
when activated. Unsold tickets are charged to cost of sales upon the end or cancellation of the related 
game. Supply inventory is camed at cost and expensed as used. 

Prizes - Prize expense is recognized based on a predetermined prize structure for each scratch ticket 
and terminal game. Free tickets, when used as part of a game's prize structure, are recorded as a 
reduction in revenue and not as prize expense. 

Unclaimed Prizes - Prizes for the lotto games, Powerball, Wild Card, Hot Lotto, and Montana Cash, 
must be claimed within six months after the appropriate draw date. Prizes for Qwik Tix must be 
claimed within six months of the sales date. Prizes for scratch games must be claimed within six 
months of the announced end of each game. The unclaimed prize amounts are taken as a reduction in 
the Lottery Prizes Payable liability and the Prize Expense and are transferred to the State of Montana 
General Fund as a portion of the quarterly transfer. The combined amounts of unclaimed prizes for 
terminal games were $614,524 and $534,630 and for the scratch games were $343,447 and $251,551 
for the fiscal years ended June 30,2006 and 2005, respectively. 

Intannible Assets - Intangible assets consisted of software for the old gaming system. This software 
was purchased in 1999 and had an original cost of $1,150,000 and was being amortized over seven 
years. Amortization was complete as of March 2006. 

Furniture and equipment - Furniture and equipment are recorded at cost. Donated furniture and 
equipment are recorded at their estimated fair market value at the date of donation. Ordinary 
maintenance and repairs are charged to operations as incurred; major renewals and betterments are 
capitalized. Upon disposition or retirement of furniture and equipment, the cost and related 
accumulated depreciation or amortization are removed from the accounts. Gain or loss on disposal is 
reflected in nonoperating revenues and expenses. Depreciation and amortization are calculated on a 
straight-line basis over estimated useful lives of three to seven years. The Lottery conforms to the 
State of Montana capitalization threshold for recording furniture and equipment. This threshold is 
$5,000. 

Compensated Absences - State employees earn vacation leave ranging from fifteen to twenty-four 
days per year based on years of service. Vacation leave may be accumulated to a total not to exceed 
twice the maximum number of days earned annually. Sick leave accumulates at a rate of twelve days 
per year with no maximum accumulation. Upon retirement or termination, an employee is paid for 
100 percent of unused vacation leave and 25 percent of unused sick leave. 

Use of Estimates - The preparation of financial statements in conformity with Generally Accepted 
Accounting Principles (GAAP) requires management to make estimates and assumptions that affect 
certain reported amounts and disclosures. Accordingly, actual results could differ from those 
estimates. 

Continued 



Montana State Lottery 

NOTES TO THE FINANCIAL STATEMENTS 
June 30,2006 and 2005 

NOTE B - CASH AND CASH EQUIVALENTS 

Cash and cash equivalents consist of the following: 

Short-term investment pool 
Cash on deposit with State Treasurer 
Cash in revolving deposit account 
Petty cash 

June 30, 
2006 2005 

$ 2,062,806 $ 186,928 
292,098 151,970 

10,000 10,000 
150 150 

$ 2,365,054 $ 349,048 

The Lottery participates in the Montana Board of Investments Short Term Investment Pool 
(STIP). STIP balances are highly liquid investments with maturities of 397 days or less. The 
bank balance of the revolving deposit account was $19,221 and $54,676 at June 30,2006 and 
2005, respectively, and was covered by federal depository insurance up to $100,000. The 
carrying amounts reported in the Statements of Fund Net Assets for cash and cash equivalents 
approximate the fair market value. 

NOTE C - INVESTMENT RISK DISCLOSURES 

Effective June 30,2005, the State of Montana implemented the provisions of Governmental Account 
Standards Board (GASB) Statement No. 40, Deposit and Investment Risk Disclosures. The Lottery 
participates in two investment pools: the Multi-State Lottery Association (MUSL) reserve accounts 
and the State of Montana's Short Term Investment Pool (STP). There are four types of risk that must 
be disclosed. These risks are defined below followed by their applicability to each of the investment 
pools. 

Credit risk is defined as the risk that an issuer to an investment will not fulfill its obligation, i.e., not 
make timely principal and interest payments. 

Custodial credit risk is the risk that the Lottery would not be able to recover the value of the 
investment or collateral securities that are in the possession of an outside party in the event of the 
failure of that party. 

Concentration of credit is the risk of loss attributed to the magnitude of a government's investment 
in a single issuer. 

Interest rate risk is the risk that changes in interest rates will adversely affect the fair value of an 
investment. 

Continued 
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Montana State Lottery 

NOTES TO THE FINANCIAL STATEMENTS 
June  30,2006 and 2005 

NOTE C - INVESTMENT RISK DISCLOSURES, continued 

Multi-State Lottery Association 

The MUSL investment policy for prize reserve and unreserved funds states that permitted investments 
"include direct obligations of the United States government, perfected repurchase agreements, and 
obligations issued or guaranteed as to payment of principal and interest by agencies or 
instrumentalities of the United States government, and mutual funds of approved investments". 
Obligations of the U.S. government or obligations explicitly guaranteed by the U.S. government are 
not considered to have credit risk nor concentration of credit risk per GASB Statement No. 40. 

The securities are held in trust for MUSL by Mellon Trust. This large diversified institution has 
several national offices, with the Everett, Massachusetts office handling the MUSL account. Interest 
rate risk is minimized by requiring that the average portfolio maturity be no more than 1.33 years and 
that the maximum maturity for any one security cannot exceed 5 years. 

Short-term Investment Pool 

All short-term funds are held in the State's Short Term Investment Pool (STIP) administered by the 
Board of Investments (BOI). A summarized description of their disclosure follows and full details 
may be obtained by contacting the Montana Board of Investments, 2401 Colonial Drive, P.O. Box 
200126, Helena, MT 59620-0126. 

For STIP securities, BOI's policy to manage credit risk requires securities have the highest investment 
grade rating in the short term category by at least one a Nationally Recognized Statistical Rating 
Organization (NRSRO). The six NRSROs include Standard and Poors, Moody's, Duff and Phelps, 
Fitch, IBCA and Thompson's Bank Watch. 

Per the BOI, all STIP securities are registered in the nominee name for the Montana Board of 
Investments and held in the possession of the Board's custodial bank. The STIP investment policy 
does not specifically address concentration of credit risk. As of June 30,2006 there were no single 
issuer investments that exceeded 5% of the STIP portfolio. Per GASB Statement No. 40, interest rate 
disclosures are not required for STIP since STIP is a 2a-7-like pool. 

Under the provisions of state statutes, the BOI has, by a Securities Lending Authorization Agreement, 
authorized the custodial bank, State Street Bank, to lend BOI's securities to broker-dealers and other 
entities with a simultaneous agreement to return the collateral for the same securities in the future. 
During the period the securities are on loan, BOI receives a fee and the bank must initially receive 
collateral equal to 102% of the market value of the securities on loan and must maintain collateral 
equal to not less than 100% of the market value of the loaned security. BOI retains all rights of 
ownership during the loan period. At year-end, the BOI had no credit risk exposure. 

Continued 



Montana State Lottery 

NOTES TO THE FZNANCIAL STATEMENTS 
June 30,2006 and 2005 

NOTE D - ACCOUNTS RECEIVABLE 

Accounts receivable consists of the following: 
June 30, 

2006 2005 
Accounts receivable $ 1,032,683 $1,442,990 
Allowance for returned tickets (128,403) (93,089) 

$ 904,280 $1,349,901 

NOTE E - INVENTORY 

Inventory consists of the following: 

Scratch tickets 
Supplies 

June 30, 
2006 2005 

$ 1,295,163 $ 969,756 

NOTE F - OTHER CURRENT ASSETS 

Other current assets consist of the following: 
June 30, 

2006 2005 
Prepaid expenses $ 25,034 $ 19,960 
Employee travel advances 1,468 1,750 

$ 26,502 $ 21,710 

NOTE G - FURNITURE AND EQUIPMENT 

A summary of furniture and equipment for the Lottery is as follows: 
June 30, June 30, 

2005 Additions Deletions 2006 
Furniture, fixtures and equipment $5,563,895 $ 49,106 $(5,201,33 1) $ 411,670 
Accumulated depreciation (4,819,838) (667,555) 5,201,33 1 (286,062) 

$ 744,057 $(618,449) $ - $ 125,608 

NOTE H - MULTI-STATE LOTTERY ASSOCIATION (MUSL) 

Joint Venture Association - In November 1989, the Lottery joined the Multi-State Lottery Association 
(MUSL). MUSL was created in September 1987 to operate a multi-state lottery game for the benefit 
of party lotteries. The Powerball game, Wild Card game and Hot Lotto game are presently the only 
games operated jointly by the members in which the Lottery participates. Each lottery participating in 
MUSL is represented-on the Board of Directors. 

Continued 



Montana State Lottery 

NOTES TO THE FINANCIAL STATEMENTS 
June 30,2006 and 2005 

NOTE H - MULTI-STATE LOTTERY ASSOCIATION, continued 

Prize Reserve Fund ReceivablePavable - As a member of the MUSL, the Lottery is required to 
contribute to various prize reserve funds maintained by MUSL. The contributions are to be used to 
fund unanticipated prize claims. All funds remitted and the related interest earnings will be returned 
to the Lottery upon leaving the association, less any portion of unanticipated prize claims, which was 
paid fiom the fund. 

The Lottery contributes to the reserve fund through the set-aside for prizes. Payments made to the 
reserve fund are considered a portion of the prize expense associated with each game. 

During 1990, the MUSL Board created the unreserved accounts to record interest earned on the 
various prize reserve hnds when the prize reserve fund balance is not below the predetermined 
ceiling amount. The amounts in the unreserved accounts may be used at the Board's discretion. 

The long-term receivable balance of $1,394,278 and $1,326,136 at June 30, 2006 and 2005, 
respectively, represents the Lottery's share of the MUSL prize reserve fund that had a balance of 
$1 19,976,521 and $112,466,060 for 2006 and 2005, respectively. The long-term liability balance of 
$1,241,969 and $1,257,803 at June 30,2006 and 2005, respectively, represents the Lottery's share of 
the total estimated prize liability. 

Lotto*America Prizes and Investments - Prizes awarded to Lotto*America grand prize winners are 
paid in twenty annual installments funded by investments in United States Treasury zero coupon 
bonds. Bonds purchased on behalf of Montana source winners are held in trust by MUSL with the 
Montana State Lottery as beneficiary. As the bonds mature, the proceeds are forwarded to the Lottery 
and distributed to the grand prize winners on the anniversary date of each win. 

At June 30,2006 and 2005, MUSL held United States Government zero coupon bonds in trust for the 
Lottery winners with respective par values of $34,333,949 and $39,541,949 and respective market 
values of $28,920,120 and $34,059,006 . 

The Lottery has eight Lotto*AmericaPowerball/Tri-West winners. The combined total future prize 
payments owed is $34,468,000 and $39,676,000, at June 30, 2006 and 2005, respectively. The 
present value of future prize payments approximates the current market value of the bonds held in 
trust for the Lottery winners. 

Total annual payments due as of June 30,2006 are: 

2007 
2008 
2009 
2010 
201 1 
Thereafter 

Continued 



Montana State Lottery 

NOTES TO THE FINANCIAL STATEMENTS 
June 30,2006 and 2005 

NOTE H - MULTI-STATE LOTTERY ASSOCIATION, continued 

Multi-State Lottery Association Financial Position - Information related to the Multi-State Lottery 
Association's audited financial statements is as follows: 

June 30, 
2006 2005 

Total assets 

Total liabilities 1,053,967,990 1,138,555,856 
Total net assets 211,566 225.662 

Total liabilities and net assets, unrestricted $W)54.179.556 $1,138,7Kl&%3 

Total revenues $ 2,694,119 $ 3,520,580 
Total expenses 2,708,215 3,517,918 

Increase (decrease) in unrestricted net assets $a $- 2- 

NOTE I - ESTIMATED PRIZE LIABILITY 

The estimated prize liability represents the Lottery's estimate of prizes payable related to games in 
process at year-end based on the predetermined prize structure of each outstanding game. 

NOTE J - OBLIGATION TO TRANSFER FUNDS 

The Lottery is required to transfer its net revenue to the Montana State General Fund. This change 
was enacted through the passage of SB 83 by the 1995 Legislature and signed into law by Governor 
Racicot in April 1995. Transfer obligations outstanding at June 30,2006 and 2005 were $2,709,470 
and $1,526,239, respectively. 

NOTE K - LONGTERM LIABILITIES 

Long-term liabilities consist of the following: 

June 30, 
2006 2005 

Current Long-Term Total Total 
Prize liability MUSL $ - $ 1,241,969 $ 1,241,969 $1,257,803 
Accrued compensated absences 105,151 79,574 184,725 160,403 

$ 105,151 $ 1,321,543 $ 1,426,694 $1,418,206 

Continued 



Montana State Lottery 

I-. NOTES TO THE FINANCIAL STATEMENTS 
I June 30, 2006 and 2005 

'1 

I NOTE L - LEASES 

The Lottery leases its office, administrative and warehouse facilities under a non-cancelable lease 
agreement that is effective March 2002 through February 2007. Rent expense under operating leases 
charged to operations was $90,160 and $88,832 for the years ended June 30, 2006 and 2005, 
respectively. 

Future minimum lease payments under operating leases that have remaining terms in excess of one 
year as of June 30,2006 are $60,704 for the year ending June 30,2007. 

NOTE M -EMPLOYEE BENEFIT PLANS 

Pension Plan - The Lottery participates in the Public Employees Retirement System (PERS). PERS is 
a statewide mandatory cost-sharing multiple employer retirement plan which covers all employees. 
The plan is established under State law and is administered by the State of Montana. The plan 
provides disability and death benefits to plan members and beneficiaries as well as a choice of a 
defined benefit or a defined contribution retirement plan. 

The plan issues a publicly available financial report that includes financial statements and required 
supplementary information. The report may be obtained from the following address: Public 
Employees Retirement System, Montana Public Employees Retirement Administration, P.O. Box 
200 13 1, 100 N. Park, Suite 220, Helena, MT 59620-0 13 1, (406) 444-3 154. 

The contribution rate for the plan is required and determined by State law. The contribution rate for fiscal 
years 2006 and 2005, expressed as apercentage of covered payroll, was 6.9% for both years, for both the 
employer and the employees. 

The amounts contributed to the plan during the years ended June 30,2006 and 2005, were $165,494 and 
$155,684, respectively, and were equal to the required contributions for each year. 

Deferred Compensation Plan - The Lottery's full-time regular employees are eligible to participate in the 
State of Montana's deferred compensation plan. The plan is administered by Benefits Corporation on 
behalf of Great West Life Insurance Company through a contract with the State of Montana. The amount 
of compensation deferred is not available to employees until termination, retirement, death, or unforeseen 
emergency. All amounts are deferred under the plan created under Internal Revenue Code Section 457 
and Title 19, chapter 50, Montana Code Annotated (MCA). Assets ofthe deferred compensation plan are 
required to be held in trusts, custodial accounts or insurance company contracts for the exclusive benefit 
of participants and their beneficiaries. 

NOTE N - RELATED PARTY TRANSACTIONS 

During the ordinary course of business, other State agencies provide certain services and supplies to the 
Lottery. During 2006 and 2005, total payments to other State agencies were approximately $21 1,589 and 
$168,783, respectively. 

Continued 



Montana State Lottery 

NOTES TO THE FINANCIAL STATEMENTS 
June 30,2005 and 2004 

NOTE 0 - COMMITMENTS, CONTINGENCIES AND SUBSEQUENT EVENT 

Scratch Tickets - The Lottery has an agreement with Oberthur Gaming Technologies Corp. to print 
scratch game tickets. The contract expires August 8, 2008. The Lottery incurs approximately 
$780,000 per year under this contract. 

Terminal Vendor - The Lottery is contracted with Intralot, Inc to provide for the operation of the 
gaming system through March 30, 2013, the contract provides for three one year extensions, if 
agreeable by both parties. The contract price is 5.8% of each $1 ticket sold, which is an estimated 
total contract price of approximately $17 million over the seven-year contract. The new contract price 
includes the cost of equipment. 

Advertisinn - The Lottery signed a contract with Banik & Associates to provide advertising services 
for $5,500 per month through December 2006. 

Independent Observation of Drawings - The Lottery is committed to Galusha, Higgns and Galusha, 
PC, to observe Montana Cash and other special drawings. The original term of the contract was for 
three years ending June 30,2005. Compensation did not exceed $25,000 for the three year period. 
The contract was renewed for a three year period ending June 30,2008. Compensation under the new 
agreement will not exceed $30,000. 

Audit of Financial Statements - The Lottery is party to a contract with Galusha, Higgins and Galusha, 
PC, an independent accounting firm, to audit the Lottery's annual financial statements. The yearly 
contract was finalized on June 20,2006, and is renewable for one additional year with the consent of 
all parties. Compensation for the years ended June 30,2006 and 2005 will not exceed $12,000. 

Prize Contingencies - Certain Big Spin prizes awarded are payable to the winners in annual 
installments spanning seventeen to twenty years with the first payment being made by the Lottery. 
The Lottery has entered into agreements with an insurance camer under which purchased annuities 
will provide the required level of payments corresponding to the Lottery's obligation to these prize 
winners. Because it is the intent of the Lottery that the insurance carrier will make future installment 
payments directly to each prize winner, neither the present value of the annuities nor the present value 
of the h r e  payments are reflected in the accompanying financial statements. The Lottery would be 
liable for such future payments in the gross amount of $232,500 and $465,000 at June 30,2006 and 
2005, respectively, if the insurance camer defaulted on their payments. 

NOTE P - RISK MANAGEMENTPUBLIC ENTITY RISK POOL 

The Lottery contributes to the Group Employee Comprehensive Medical and Dental Plan and the 
Property and Casualty Insurance plans of the State of Montana. Details of these plans can be found in 
the State of Montana Comprehensive Annual Financial Report available through the Department of 
Administration's website at www.mt.gov/doa/afsd/cafi/cafi.asp. 

Concluded 
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INDEPENDENT AUDITORS' REPORT ON INTERNAL CONTROL OVER 
FINANCIAL REPORTING AND ON COMPLIANCE AND 

OTHER MATTERS BASED ON AN AUDIT OF 

FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE 
WITH GOVERNMENT A UDITING STANDARDS 

To the Commissioners 
Montana State Lottery 
Helena, Montana 

We have audited the financial statements of Montana State Lottery (Lottery), an enterprise fund of the State of 
Montana, as of and for the year ended June 30,2006, and have issued our report thereon dated September 7,2006. 
We conducted our audit in accordance with auditing standards generally accepted in the United States of America 
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the 
Comptroller General of the United States. 

Internal Control Over Financial Reporting, 

In planning and performing our audit, we considered the Lottery's internal control over financial reporting in order 
to determine our auditing procedures for the purpose of expressing our opinion on the financial statements and not 
to provide an opinion on the internal control over financial reporting. Our consideration of the internal control 
over financial reporting would not necessarily disclose all matters in the internal control over financial reporting 
that might be material weaknesses. A material weakness is a reportable condition in which the design or operation 
of one or more of the internal control components does not reduce to a relatively low level the risk that 
misstatements caused by error or fraud in amounts that would be material in relation to the financial statements 
being audited may occur and not be detected within a timely period by employees in the normal course of 
performing their assigned functions. We noted no matters involving the internal control over financial reporting 
and its operation that we consider to be material weaknesses. 

Compliance and Other Matters 

As part of obtaining reasonable assurance about whether the Lottery's financial statements are free of material 
misstatement, we performed tests of its compliance with certain provisions of laws, regulations, contracts and 
grant agreements, noncompliance with which could have a direct and material effect on the determination of 
financial statement amounts. However, providing an opinion on compliance with those provisions was not an 
objective of our audit and, accordingly, we do not express such an opinion. However, we noted certain immaterial 
instances of noncompliance that we have reported to management of the Lottery in a separate letter dated 
September 8,2006. 

RSM McGladrey Network 
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To the Commissioners 
L Montana State Lottery 

U 

This report is intended for the information of the Lottery's Commissioners, management and the Legislative Audit 
Committee and is not intended to be and should not be used by anyone other than those specified parties. 

GALUSHA, HIGGINS AND GALUSHA, PC 
Certified Public Accountants and Advisors 

Helena, Montana 
September 8,2006 
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Montana State Lottery 

June 30,2006 and 2005 
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September 8,2006 File: 4 1.9262 
613 0106 

Montana State Lottery Commission 
Helena, Montana 

This letter is intended to inform the Montana State Lottery Commission about significant matters related to the 
conduct of the annual audit so it can appropriately discharge its oversight responsibility and that we comply with 
our professional responsibilities to the Montana State Lottery Commission. 

In addition to our report on your financial statements, we have provided, under separate cover, a letter, dated 
September 8,2006 concerning immaterial instances of non-compliance noted during our audit of the Lottery's 
financial statements for the year ended June 30,2006. 

The following summarizes various matters which must be communicated to you under auditing standards 
generally accepted in the United States of America and Government Auditing Standards. 

The Auditor's Responsibilitv Under Auditing Standards Generallv Accepted in the United States of 
America 

Our audit of the financial statements of the Montana State Lottery (the Lottery) for the year ended June 30,2006 
was conducted in accordance with Government Auditing Standards and auditing standards generally accepted in 
the United States of America. Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free of material misstatement, whether caused by error, 
fi-audulent financial reporting or misappropriation of assets. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made by management, as well as evaluating the overall 
financial statement presentation. Accordingly, the audit was designed to obtain reasonable, rather than absolute, 
assurance about the financial statements. We believe that our audit accomplished that objective. 

In accordance with Government Auditing Standards, we have also performed tests of controls over internal 
control over financial reporting and tests of compliance with certain provisions of laws, regulations, contracts, 
and grant agreements that contribute to the evidence supporting our opinion on the financial statements. 
However, they do not provide a basis for opining on the Lottery's internal control over financial reporting or 
on compliance and other matters. 

Management Judgments and Accounting Estimates 

Accounting estimates are an integral part of the preparation of financial statements and are based upon 
management's current judgment. The process used by management encompasses their knowledge and experience 
about past and current events and certain assumptions about future events. Management has informed us they 
used all the relevant facts available to them at the time to make the best judgments about accounting estimates, and 
we considered this information in the scope of our audit. Estimates significant to the financial statements include 
the allowance for returned tickets of $1 28,403. The Commission may wish to monitor throughout the year the 
process used to compute and record these accounting estimates. 

RSM McGladrey Network 
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Billings . Bozeman . Havre . Helena - Missoula . Idaho Falls 



r Page 2 
k d  Montana State Lottery Commission 

September 8,2006 

Audit Adiustments 

L d  

There were no audit adjustments made to the original trial balance presented to us to begin our audit. 

Uncorrected Misstatements 

We accumulated no uncorrected misstatements (passed adjustments). 

Accounting Policies and Alternative Treatments 

Management and the Commission have the ultimate responsibility for the appropriateness of the accounting 
policies used by the Montana State Lottery. The Lottery did not adopt any significant new accounting policies nor 
have there been any changes in existing significant accounting policies during the current period whch should be 
brought to your attention for approval. 

We did not identify any significant or unusual transactions or significant accounting policies in controversial or 
emerging areas for which there is a lack of authoritative guidance or consensus. 

Disagreements with Management 

We encountered no disagreements with management over the application of significant accounting principles, the 
basis for management's judgments on any significant matters, the scope ofthe audit or significant disclosures to be 
included in the financial statements. 

Consultation with Other Accountants 

We are not aware of any consultations management had with other accountants about accounting or auditing 
r l matters. 

Maior Issues Discussed with Management Prior to Retention 
t 4 

No major issues were discussed with management prior to our retention to perform the aforementioned audit. 

, 4 Difficulties Encountered in perform in^ the Audit 

We did not encounter any difficulties in dealing with management relating to the performance of the audit. 

L 11 

Closing 

: 4 
We will be pleased to respond to any questions you have about the foregoing. We appreciate the opportunity to 
continue to be of service to the Montana State Lottery. 



Page 3 
% d Montana State Lottery Commission 

September 8,2006 

This report is intended solely for the information and use of the Commission Members, Directors and management 
and is not intended to be and should not be used by anyone other than the specified parties. 

Very truly yours, 

GALUSHA, HIGGINS AND GALUSHA, PC 
Certified Public Accountants and Advisors 
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Montana State Lottery Commission 
Helena, Montana 

File: 41.9262 
6/30/06 

This letter includes comments and suggestions with respect to a matter that came to our attention in 
connection with our audit of the financial statements of Montana State Lottery for the year ended June 30, 
2006. This item is offered as constructive suggestions to be considered as part of the ongoing process of 
modifying and improving the Lottery's practices and procedures. 

Documentation of compliance with funds owed to the state child support enforcement agency 

During our audit, we selected random winners over $600 to test if the required search was performed to 
determine if the winner owes child support. We noted one winner who did not have information attached 
documenting this search. The Lottery ran a search subsequent to this finding and determined the winner did 
not owe child support. We expanded the scope of our compliance testing and found no other incidences of 
non-compliance. 

Management believes this is an isolated incidence caused by misfiling the documentation of the search rather 
than non-compliance with required procedures. Management has a procedure in place whereby one person 
performs the search and a second person checks to verify that the search was completed and documented in 
accordance with the Lottery's procedures. 

We recommend the persons performing these procedures do so with diligence. If incidences of non- 
compliance occur in the future, management may need to consider new or additional internal controls over 
compliance. 

CLOSING 

b 4 This letter is intended solely for the information and use of the Montana State Lottery Commissioners, 
management, and others within the Lottery and is not intended to be and should not be used by anyone other 
than these specified parties. We appreciate serving Montana State Lottery and would be happy to assist you 

4 
in addressing and implementing any of the suggestions in this letter. 

Galusha, Higgins & Galusha - Helena, MT 

RSM McGladrey Network 
M l l n l e p e n d e n c C m m  
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